Part lll. Administrative, Procedural, and Miscellaneous

Proposed Revenue Procedure
Regarding Services That
Qualify for the Student FICA
Exception

Notice 2004-12

I. Overview and Purpose

This notice contains a proposed rev-
enue procedure providing a safe harbor
that certain institutions of higher educa-
tion, and certain affiliated organizations
can use in applying the exception for ser-
vices performed by a student provided
under § 3121(b)(10) of the Internal Rev-
enue Code (student FICA exception). A
previous version of this safe harbor was
issued in Rev. Proc. 98-16, 1998-1
C.B. 403. However, the Service has
recently proposed amendments to the Em-
ployment Tax Regulations interpreting
§ 3121(b)(10) in order to clarify specific
issues that have arisen with taxpayers
and in litigation (see proposed regulations
§ 31.3121(b)(10)-2(c), (d), and (e) pub-
lished in the Federal Register on February
25, 2004 (REG-156421-03, 2004-10
I.R.B. 571 [69 ER. 8604]). In order to
provide guidance that is consistent with
the proposed regulations in all respects,
the Service is suspending Rev. Proc.
98-16 and proposing to replace it with
the revenue procedure contained in this
notice.

The proposed revenue procedure up-
dates the safe harbor of Rev. Proc. 98-16
in several respects that align it with the
proposed regulations. First, the proposed
revenue procedure adds a primary func-
tion requirement to the definition of an
institution of higher education. Section
3121(b)(10) applies only to services per-
formed in the employ of a school, college,
or university, or an affiliated § 509(a)(3)
organization. Under the proposed regula-
tions and the new safe harbor, an organ-
ization can be a school, college, or uni-
versity only if its primary function is to
conduct educational activities. Thus, in
order to take advantage of the safe har-
bor in the revenue procedure, an institu-
tion must satisfy not only the Department
of Education’s regulations at 34 C.F.R.
§ 600.4 and satisfy the accreditation re-
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quirements of 34 C.F.R. § 600.2, as was re-
quired in Rev. Proc. 98-16, but also must
have education and instruction as its pri-
mary function. The primary function re-
quirement may make the exception under
§ 3121(b)(10) unavailable to certain insti-
tutions of higher education that are embed-
ded within a larger organization like a hos-
pital or museum.

Second, the proposed revenue proce-
dure does not permit an institution to ap-
ply the student FICA exception to services
performed by an employee who regularly
works 40 or more hours per week. Un-
der the existing regulations, services fall
within the student FICA exception only
if they are performed incident to and for
the purpose of pursuing a course of study.
The proposed regulations clarify that an
individual who regularly works forty or
more hours per week has the status of a
career employee, and, accordingly, is not
performing services incident to and for the
purpose of pursuing a course of study. The
proposed revenue procedure follows the
proposed regulations. The student FICA
exception generally, and the safe harbor
provided by the proposed revenue proce-
dure specifically, are still available for ser-
vices performed by an employee who on
occasion works 40 or more hours per week
and otherwise meets the requirements of
the safe harbor.

Third, the proposed revenue procedure
provides that an individual has career em-
ployee status if the individual is a “pro-
fessional employee.” The proposed regula-
tions provide that a professional employee
for purposes of the student FICA excep-
tion is an employee whose primary duty
consists of the performance of services re-
quiring knowledge of an advanced type in
a field of science or learning, whose work
requires the consistent exercise of discre-
tion and judgment in its performance, and
whose work is predominantly intellectual
and varied in character. The proposed rev-
enue procedure follows the proposed reg-
ulations.

Fourth, the proposed revenue procedure
expands the terms of employment that re-
sult in status as a career employee. Rev.
Proc. 98-16 provided that an individual
was to be considered a career employee if
the employee was eligible to participate in
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one of several types of retirement plans,
eligible for reduced tuition (with certain
exceptions), or otherwise classified by the
institution of higher education as a career
employee. The proposed regulations adopt
the same criteria for identifying individ-
uals who have the status of a career em-
ployee and adds to the list eligibility for a
number of other benefits. The proposed
revenue procedure follows the proposed
regulations, adding the additional criteria
that cause an individual to have career em-
ployee status and fall outside the scope of
the safe harbor. Employees considered as
having the status of a career employee per
se cannot have the status of a student for
purposes of the student FICA exception.
Fifth, and finally, the proposed revenue
procedure provides that an employee has
career employee status if the individual is
required to be licensed under state or lo-
cal law in order to perform the services the
individual provides to the school, college,
or university. The proposed revenue pro-
cedure follows the proposed regulation.

I1. Request for Comments

Comments are requested on the pro-
posed revenue procedure. Comments
may be submitted on or before May
25, 2004, to Internal Revenue Service,
PO Box 7604, Washington, DC 20044,
Attn: CC:PA:LPD:PR (Notice 2004—12),
Room 5203. Submissions may also be
hand-delivered Monday through Friday
between the hours of 8§ am. and 4 p.m.
to the Courier’s Desk at 1111 Consti-
tution Avenue, NW, Washington, DC
20224, Attn: CC:PA:LPD:PR (Notice
2004-12), Room 5203. Submissions
may also be sent electronically via the
internet to the following email address:
Notice.comments @irscounsel.treas.gov.
Include the notice number (Notice
2004-12) in the subject line.

I11. Effect on Other Documents

Rev. Proc. 98-16 is suspended effec-
tive February 25, 2004.

IV. Effective Date

The Service intends to issue a final rev-
enue procedure at the same time that the
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proposed regulations under § 3121(b)(10)
are finalized. Until a final version of the
proposed revenue procedure is issued, tax-
payers may rely on the proposed revenue
procedure with respect to services per-
formed on or after February 25, 2004 (the
date prop. Reg. § 31.3121(b)(10)-2(c)—(f)
(69 FR. 8604) was published in the Fed-
eral Register).

V. Proposed Revenue Procedure
SECTION 1. PURPOSE

This revenue procedure sets forth gen-
erally applicable standards for determining
whether service in the employ of certain
public or private nonprofit schools, col-
leges, universities, or affiliated organiza-
tions described in § 509(a)(3) of the Inter-
nal Revenue Code (the Code) performed
by a student qualifies for the exception
from Federal Insurance Contributions Act
(FICA) tax provided under § 3121(b)(10)
of the Code (Student FICA exception).
These standards are intended to provide
objective and administrable guidelines for
determining employment tax liability.

SECTION 2. SCOPE

.01 Institutions of higher education typ-
ically distinguish between career employ-
ees and student employees. Sections 5 and
6 of this revenue procedure contain gener-
ally applicable standards for determining
whether or not services performed by em-
ployees of certain institutions of higher ed-
ucation are eligible for the Student FICA
exception.

.02 The standards contained in this
revenue procedure do not apply to em-
ployees who are postdoctoral students,
postdoctoral fellows, medical residents,
or medical interns because the services
performed by these employees cannot be
assumed to be incident to and for the pur-
pose of pursuing a course of study. The
employment activities of these individuals
overlaps with the activities comprising the
course of study, and thus it is not appropri-
ate to apply the standards of this revenue
procedure to these individuals.

.03 The standards contained in this rev-
enue procedure may not constitute the ex-
clusive method for determining whether
the Student FICA exception applies. If
the standard for qualifying for the exclu-
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sion described in section 6 of this rev-
enue procedure (providing generally that
an employee enrolled at least half-time
at an institution of higher education has
the status of student) is not met, whether
or not service in the employ of a school,
college, university, or affiliated organiza-
tion described in § 509(a)(3) of the Code
will qualify for the Student FICA excep-
tion will depend on consideration of all the
facts and circumstances.

SECTION 3. BACKGROUND

.01 Sections 3101 and 3111 of the Code
impose social security and Medicare taxes
(FICA taxes) on employees and employ-
ers, respectively, equal to a percentage of
the wages received by an individual with
respect to employment.

.02 Section 3121(a) of the Code de-
fines “wages” for purposes of FICA taxes
as all remuneration for employment, with
certain exceptions. Section 3121(b) of
the Code defines “employment” as ser-
vices performed by an employee for an
employer, with certain exceptions.

.03 Section 3121(b)(10) of the Code
excepts from the definition of employ-
ment services performed in the employ of
a school, college, or university (whether
or not that organization is exempt from
income tax), or an affiliated organization
described in § 509(a)(3) of the Code, if
the services are performed by a student
who is enrolled and regularly attending
classes at that school, college, or univer-
sity. Remuneration for services excluded
from the definition of employment under
§ 3121(b)(10) of the Code is not subject to
FICA taxes.

.04 Section 31.3121(b)(10)-2 of the
Employment Tax Regulations provides
that whether an employee has the status of
a student is determined on the basis of the
employee’s relationship with the school,
college, or university for which the ser-
vices are being performed. An employee
who performs services in the employ of a
school, college, or university as an inci-
dent to and for the purpose of pursuing a
course of study at the school, college, or
university has the status of a student in the
performance of those services. Services
that are not incident to and for the pur-
pose of pursuing a course of study do not
qualify for the exception. If the employee
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performs services as an incident to and for
the purpose of pursuing a course of study
and, therefore, has the status of a student,
the amount of remuneration for services
performed by the employee, the type of
services performed by the employee, and
the place where the services are performed
are immaterial for purposes of the Student
FICA exception.

.05 Section 218 of the Social Security
Act (the Act), 42 U.S.C. section 418, al-
lows states to provide Social Security cov-
erage for services performed by students
for the public school the student is attend-
ing under agreements established with the
Social Security Administration. If a state
has exercised its option under § 218 of the
Act to provide for coverage of student ser-
vices, § 3121(b)(10) of the Code provides
that those services will not qualify for the
Student FICA exception.

SECTION 4. CERTAIN INSTITUTIONS
OF HIGHER EDUCATION

.01 The standards contained in this
revenue procedure apply to “institu-
tions of higher education” meeting the
requirements of § 31.3121(b)(10)-2(c)
of the proposed Employment Tax Reg-
ulations. For purposes of this revenue
procedure, the term “institution of higher
education” includes any public or pri-
vate nonprofit school, college, or univer-
sity within the meaning of prop. Reg.
§ 31.3121(b)(10)-2(c), or affiliated or-
ganization described in § 509(a)(3) of
the Code, that meets the requirements set
forth in Department of Education regu-
lations at 34 C.FR. § 600.4, as amended
from time to time, and that is accredited or
preaccredited by a nationally recognized
accrediting agency as defined in the De-
partment of Education regulations at 34
C.FR. § 600.2.

.02 Services for other institutions may
also be eligible for the Student FICA
exception. Thus, for example, services
performed by a student for a secondary
school may be eligible for the Student
FICA exception. Whether or not services
for other institutions, such as secondary
schools, qualify for the Student FICA ex-
ception is determined based on the facts
and circumstances of each case.
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SECTION 5. STUDENT FICA
EXCEPTION NOT AVAILABLE
FOR EMPLOYEES WITH CAREER
EMPLOYEE STATUS

.01 Services performed by individuals
with career employee status are not eli-
gible for the Student FICA exception un-
der the standard in section 6 of this rev-
enue procedure because their services are
not incident to and for the purpose of pur-
suing a course of study. See prop. Reg.
§ 31.3121(b)(10)-2(d)(3)(ii).

.02 Career employee status. Services
of an employee with career employee sta-
tus are not incident to and for the purpose
of pursuing a course of study. An em-
ployee may be considered to have career
employee status based on the employee’s
hours worked, whether the employee is a
“professional employee,” the employee’s
terms of employment, or whether the
employee is licensed under state or lo-
cal law to work in the field in which

the employee performs services. These
standards are set forth in prop. Reg.
§ 31.3121(b)(10)-2(d)(3)(ii)). An em-

ployee has career employee status if the
employee is described in paragraph (1),
(2), (3), or (4) of this section.

(1) Hours worked. An employee has the
status of a career employee if the employee
regularly performs services 40 hours or
more per week.

(2) Professional employee. An em-
ployee has the status of a career employee
if the employee is a professional em-
ployee. A professional employee is an
employee—

(a) Whose primary duty consists of the
performance of work requiring knowledge
of an advanced type in a field of science
or learning customarily acquired by a pro-
longed course of specialized intellectual
instruction and study, as distinguished
from a general academic education, from
an apprenticeship, and from training in the
performance of routine mental, manual, or
physical processes.

(b) Whose work requires the consistent
exercise of discretion and judgment in its
performance; and

(c) Whose work is predominantly intel-
lectual and varied in character (as opposed
to routine mental, manual, mechanical, or
physical work) and is of such character that
the output produced or the result accom-
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plished cannot be standardized in relation
to a given period of time.

(3) Terms of employment. An em-
ployee’s terms of employment may in-
dicate that the employee has career em-
ployee status. An employee with career
employee status includes any employee
who is—

(a) Eligible to receive vacation, sick
leave, or paid holiday benefits;

(b) Eligible to participate in any retire-
ment plan described in § 401(a) of the
Code that is established or maintained by
the employer; or would be eligible to par-
ticipate if age and service requirements
were met;

(c) Eligible to participate in an arrange-
ment described in § 403(b) of the Code, or
would be eligible to participate if age and
service requirements were met;

(d) Eligible to participate in a plan de-
scribed under § 457(a), or would be eligi-
ble to participate if age and service require-
ments were met;

(e) Eligible for reduced tuition (other
than qualified tuition reduction under
§ 117(d)(5) of the Code provided to a
teaching or research assistant who is a
graduate student) because of the individ-
ual’s employment relationship with the
institution;

(f) Eligible to receive employee bene-
fits described under § 79 (life insurance),
127 (qualified educational assistance), 129
(dependent care assistance programs), or
137 (adoption assistance); or

(g) Classified by the employer as a ca-
reer employee.

(4) Licensure. An employee is a career
employee if the employee is required to be
licensed under state or local law to work in
the field in which the employee performs
services.

.03 If an individual performs services in
multiple job positions, the individual will
be deemed to have career employee status
with respect to all of the positions if the
individual has career employee status in
any one or more of the job positions.

SECTION 6. STANDARDS
APPLICABLE TO UNDERGRADUATE
AND GRADUATE STUDENTS

.01 An individual who is a half-time un-
dergraduate student or a half-time graduate
or professional student and who does not
have the status of a career employee will

558

qualify for the Student FICA exception un-
der this revenue procedure with respect to
services performed at or for an institution
of higher education described in section 4
of this revenue procedure in which they are
enrolled or at affiliated organizations de-
scribed in § 509(a)(3) of the Code. Ser-
vices performed by a student for any other
employer are not covered by the standards
of this revenue procedure.

.02 An individual is deemed to be a
half-time undergraduate or half-time grad-
uate or professional student if the indi-
vidual does not have the status of a ca-
reer employee status and is an undergrad-
uate or graduate student who is in the last
semester, trimester, or quarter of a course
of study requiring at least two semesters,
trimesters, or quarters to complete and is
enrolled in the number of credit or unit
hours needed to complete the requirements
for obtaining a degree, certificate, or other
recognized educational credential offered
by that institution of higher education even
if enrolled in less than half the number re-
quired of full-time students.

.03 The determination of student status
should be made at the end of the drop-add
period and may be adjusted thereafter at
the institution of higher education’s op-
tion. The determination of student status
for payroll periods ending before the end
of the drop-add period may be based on the
number of semester, trimester, or quarter
hours being taken at the end of the regis-
tration period for that semester, trimester,
or quarter.

.04 If an individual is described in sec-
tion 6.01 or 6.02 of this revenue proce-
dure, services performed by the individual
are eligible for the Student FICA exception
with respect to all services performed dur-
ing all payroll periods of a month or less
that fall wholly or partially within the aca-
demic term.

.05 The Student FICA exception does
not apply to services performed by an
individual who is not enrolled in classes
during school breaks of more than five
weeks (including summer breaks of more
than five weeks), other than services de-
scribed in section 6.04. See Rev. Rul.
72-142, 1972-1 C.B. 317, and Rev. Rul.
74-109, 1974-1 C.B. 288. However, the
Student FICA exception applies to em-
ployment which continues during normal
school breaks of 5 weeks or less during
which the individual is not eligible for
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the Student FICA exception pursuant to
section 6.01 of this revenue procedure
provided that the individual qualifies for
the Student FICA exception pursuant to
section 6.01 of this revenue procedure on
the last day of classes or examinations
preceding the break and is eligible to en-
roll in classes for the first academic period
following the break.

.06 If the standards of this revenue pro-
cedure are met (and section 8 does not ap-
ply), the amount of remuneration for ser-
vices performed by the employee, the type
of services performed by the employee,
and the place where the services are per-
formed are immaterial. If the services per-
formed by a student otherwise described in
section 6.01 or 6.02 are covered under an
agreement pursuant to section 218 of the
Act, the Student FICA exception does not
apply.

.07 For provisions relating to domes-
tic service performed by a student in
a local college club, or local chapter
of a college fraternity or sorority, see
§ 31.3121(b)(2)-1.

SECTION 7. DEFINITIONS

For purposes of the standard contained
in section 6 of this revenue procedure,
the following definitions must be used.
For purposes of the following definitions,
the term “institution of higher education”
means an institution of higher education
as defined in section 4 of this revenue
procedure.

.01 Undergraduate student. The term
“undergraduate student” has the meaning
attributed to that term in the Department of
Education regulations at 34 C.F.R. section
674.2.

.02 Half-time undergraduate student.
The term “half-time undergraduate stu-
dent” has the meaning attributed to that
term in the Department of Education reg-
ulations at 34 C.F.R. section 674.2.

.03 Graduate or professional student.
The term ‘“graduate or professional stu-
dent” means a student who—

(1) is enrolled at an institution of higher
education for the purpose of obtaining a
degree, certificate, or other recognized ed-
ucational credential above the baccalaure-
ate level or is enrolled in a program leading
to a professional degree;

(2) has completed the equivalent of at
least three years of full-time study at an
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institution of higher education, either prior
to entrance into the program or as part of
the program itself; and

(3) is not a postdoctoral student, post-
doctoral fellow, medical resident, or med-
ical intern.

.04 Half-time graduate or professional
student. The term “half-time graduate or
professional student” means an enrolled
graduate or professional student, as de-
fined in section 7.03 of this revenue pro-
cedure, who is carrying at least a half-
time academic workload at an institution
of higher education as determined by that
institution according to its own standards
and practices.

SECTION 8. ANTI-ABUSE RULE

The standards in this revenue procedure
must be applied in a reasonable manner,
consistent with the purpose of excluding
from employment only services that are
performed as an incident to and for the pur-
pose of pursuing a course of study at an
institution of higher education as defined
in section 4 of this revenue procedure. If
the standards are inappropriately applied
in a manner that conflicts with this under-
lying purpose so as to manipulate or mis-
characterize the nature of the relationship
between an employee and an institution of
higher education, resulting in the improper
avoidance of payment of FICA taxes, then
whether the Student FICA exception ap-
plies will be determined on the basis of
all the facts and circumstances, rather than
on the basis of the specific standards set
forth in section 6 of this revenue proce-
dure. For example, the standards would
be inappropriately applied through the ma-
nipulation of the relationship between em-
ployees and the institution of higher edu-
cation if a university claimed that the Stu-
dent FICA exception applied to research
laboratory workers, who had been career
employees, but were converted to non-ca-
reer status and required to enroll in a cer-
tificate program granting six credit hours
per semester for work experience in the
laboratory. As another example, if an in-
dividual who was not a student worked
for a university on a full-time basis for
many years, in a job generally performed
by non-students (but nonetheless failed to
meet the literal definition of career em-
ployee), and then enrolled at the univer-
sity for six credit hours of course work
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per semester while continuing the full-time
work in the same job, it may not be appro-
priate to apply the standards of this rev-
enue procedure to conclude that the in-
dividual’s work has become incident to
and for the purpose of pursuing a course
of study solely because the individual en-
rolled for this course work. In both of these
examples, whether the work is performed
incident to and for the purpose of pursuing
a course of study must be determined on
the basis of all the relevant facts and cir-
cumstances.

SECTION 9. EFFECTIVE DATE

This revenue procedure is effective
for services performed on or after Feb-
ruary 25, 2004 (the date prop. Reg.
§ 31.3121(b)(10)-2(c)—(f) (69 FR 8604)
was published in the Federal Register).

The principal author of this notice
is Stephen D. Suetterlein of the Office
of Associate Chief Counsel (Tax Ex-
empt & Government Entities). However,
other personnel from the Service and
Treasury Department participated in the
development of this notice. For further
information regarding this notice, contact
Mr. Suetterlein at (202) 622—-6040 (not a
toll-free call).

26 CFR 601.201: Rulings and determination letters.
(Also, Part I, § 402; § 1.402(a)-1.)

Rev. Proc. 2004-16

SECTION 1. PURPOSE

This revenue procedure is issued in
connection with the issuance of proposed
regulations under § 402(a) of the Internal
Revenue Code regarding the valuation
of life insurance contracts upon distri-
bution from a qualified retirement plan
and proposed regulations under §§ 79
and 83 regarding the valuation of life
insurance contracts under those sections
(REG-126967-03, 2004-10 L.R.B. 566).
The preamble to the proposed regulations
states that it is not appropriate in some
cases to use either the net surrender value
of a distributed life insurance contract
(i.e., the contract’s cash value after re-
duction for any surrender charges) or the
contract’s reserves as the contract’s fair
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market value upon distribution of an in-
surance contract from a qualified plan but
the preamble provides limited guidance as
to what value may be used instead. Simi-
larly, the proposed regulations under §§ 79
and 83 clarify that the amount includible
in income under those sections is based
upon the fair market value of the insur-
ance contract rather than its cash value but
these proposed regulations do not provide
any guidance as what constitutes fair mar-
ket value. The regulations are generally
proposed to apply beginning on the date
the proposed regulations are filed in the
Federal Register. The preamble to the
proposed regulations also requests public
comments regarding appropriate methods
for valuing life insurance contracts when
distributed from qualified retirement plans
and for purposes of §§ 79 and 83. Until
further guidance is issued, this revenue
procedure provides interim rules under
which the cash value (without reduction
for surrender charges) of a life insurance
contract may be treated as the contract’s
fair market value when the contract is dis-
tributed from a qualified plan under § 402
and for purposes of §§ 79 and 83.

SECTION 2. BACKGROUND

.01 Section 402(a) provides generally
that any amount actually distributed to any
distributee by any employees’ trust de-
scribed in § 401(a) which is exempt from
tax under § 501(a) shall be taxable to the
distributee, in the taxable year of the dis-
tributee in which distributed, under § 72.

.02 Section 1.402(a)-1(a)(/)(iii) of the
current regulations provides, in general,
that a distribution of property by a § 401(a)
plan shall be taken into account by the dis-
tributee at its “fair market value.” Section
1.402(a)-1(a)(2) of the current regulations
provides, in general, that upon distribu-
tion of an annuity or life insurance con-
tract, the “entire cash value” must be in-
cluded in the distributee’s income. The
current regulations do not define “fair mar-
ket value” or “entire cash value” and ques-
tions have arisen regarding the interaction
between these two provisions.

.03 The proposed regulations would
clarify that the requirement that a distri-
bution of property must be included in
the distributee’s income at fair market
value is controlling in those situations
where the existing regulations provide
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for the inclusion of the entire cash value.
Thus, the proposed regulations provide
that, in those cases where a qualified
plan distributes a life insurance contract,
retirement income contract, endowment
contract, or other contract providing life
insurance protection, the fair market value
of such a contract is generally included
in the distributee’s income rather than
the entire cash value of the contract. For
this purpose, the policy cash value and all
other rights under the contract (including
any supplemental agreements thereto and
whether or not guaranteed) are included
in determining the fair market value of
such a contract. The proposed regulations
provide a similar rule for purposes of the
valuation of such contracts under §§ 79
and 83.

.04 In Rev. Rul. 59-195, 1959-1 C.B.
18, the Service ruled that in situations sim-
ilar to those where an employer purchases
and pays the premiums on an insurance
policy on the life of one of its employ-
ees and subsequently sells such policy, on
which further premiums must be paid, the
value of such policy, for computing tax-
able gain in the year of purchase, should be
determined under the method of valuation
prescribed in § 25.2512-6 of the Gift Tax
Regulations. Under this method, the value
of such a policy is not its cash surrender
value but the interpolated terminal reserve
at the date of sale plus the proportionate
part of any premium paid by the employer
prior to the date of the sale which is appli-
cable to a period subsequent to the date of
the sale. Section 25.2512-6 also provides
that if “because of the unusual nature of
the contract such approximation is not rea-
sonably close to the full value, this method
may not be used.” Thus, this method may
not be used to determine the fair market
value of an insurance policy where the re-
serve does not reflect the value of all of the
relevant features of the policy.

.05 In Q&A-10 of Notice 89-25,
1989-1 C.B. 662, the IRS addressed the
question of what amount is includible in
income under § 402(a) when a participant
receives a distribution from a qualified
plan that includes a life insurance policy
with a value substantially higher than the
cash surrender value stated in the policy.
The notice noted the practice of using
cash surrender value as fair market value
for these purposes and concluded that
this practice is not appropriate where the
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total policy reserves, including life in-
surance reserves (if any) computed under
§ 807(d), together with any reserves for
advance premiums, dividend accumula-
tions, etc., represent a much more accurate
approximation of the policy’s fair market
value.

.06 Since Notice 89-25 was issued, life
insurance contracts have been marketed
that are structured in a manner which re-
sults in a temporary period during which
neither a contract’s reserves nor its cash
surrender value represent the fair market
value of the contract. For example, some
life insurance contracts may provide for
large surrender charges and other charges
that are not expected to be paid because
they are expected to be eliminated or re-
versed in the future (under the contract
or under another contract for which the
first contract is exchanged), but this future
elimination or reversal is not always re-
flected in the calculation of the contract’s
reserve. If such a contract is distributed
prior to the elimination or reversal of those
charges, both the cash surrender value and
the reserve under the contract could sig-
nificantly understate the fair market value
of the contract. Thus, the preamble to the
proposed regulations states that, in some
cases, it would not be appropriate to use
either the net surrender value (i.e. the con-
tract’s cash value after reduction for any
surrender charges) or, because of the un-
usual nature of the contract, the contract’s
reserves to determine the fair market value
of the contract. Accordingly, Q&A-10 of
Notice 89-25 should not be interpreted to
provide that a contract’s reserves (includ-
ing life insurance reserves (if any) com-
puted under § 807(d), together with any re-
serves for advance premiums, dividend ac-
cumulations, etc.) are always an accurate
representation of the contract’s fair market
value.

.07 As stated in the preamble to the pro-
posed regulations, the amount of any dis-
tribution determined under § 402 also ap-
plies for purposes of determining the qual-
ified status of any plan. For example, the
fair market value of a distributed life insur-
ance contract, determined in accordance
with the proposed regulations and this rev-
enue procedure, must be considered in de-
termining whether the insured participant
has received benefits in excess of the lim-
its imposed by § 415.
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.08 Section 79 generally requires that
the cost of group-term life insurance cov-
erage on the life of an employee that is in
excess of $50,000 of coverage be included
in the income of the employee. Pursuant
to § 1.79-1(b) of the Income Tax Reg-
ulations, under specified circumstances
group-term life insurance may be com-
bined with other benefits, referred to as
permanent benefits.

.09 Permanent benefits provided to an
employee are subject to taxation under
rules described in § 1.79-1(d). Under
those rules, the cost of the permanent ben-
efits, reduced by the amount paid for those
benefits by the employee, is included in
the employee’s income. The cost of the
benefits can be no less than an amount de-
termined under a formula provided in the
regulations. The formula is based in part
on the increase in the employee’s deemed
death benefit during the year. One of the
factors used for determining the deemed
death benefit is “the net level premium
reserve at the end of that policy year for
all benefits provided to the employee by
the policy or, if greater, the cash value of
the policy at the end of that policy year.”

.10 The proposed regulations would
amend § 1.79-1(d) to delete the term cash
value from the formula for determining
the cost of permanent benefits and sub-
stitute the term fair market value. The
purpose of the change is to clarify that,
unless specifically excepted from the def-
inition of permanent benefits, the value
of all features of a life insurance policy
providing an economic benefit to an em-
ployee (including, for example, the value
of a springing cash value feature) must be
included in the employee’s income.

.11 Section 83(a) provides that when
property is transferred to any person in
connection with the performance of ser-
vices, the service provider must include in
gross income (as compensation income)
the excess of the fair market value of the
property, determined without regard to
lapse restrictions (such as life insurance
contract surrender charges), and deter-
mined at the first time that the transferee’s
rights in the property are either transfer-
able or not subject to a substantial risk
of forfeiture (i.e., when those rights be-
come “‘substantially vested”), over the
amount (if any) paid for the property. Sec-
tion 1.83-3(e) provides that in the case
of a transfer of a life insurance contract,
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retirement income contract, endowment
contract, or other contract providing life
insurance protection, only the cash sur-
render value of the contract is considered
to be property. The proposed regulations
generally would amend § 1.83-3(e) to
provide that in the case of a transfer of
an insurance contract, retirement income
contract, endowment contract, or other
contract providing life insurance protec-
tion, the policy cash value and all other
rights under the contract (including any
supplemental agreements, whether or not
guaranteed), other than current insurance
protection, are treated as property for
purposes of this section. However, in
the case of the transfer of a life insur-
ance contract, retirement income contract,
endowment contract, or other contract
providing life insurance protection, which
was part of a split-dollar arrangement (as
defined in § 1.61-22(j)) entered into on
or before September 17, 2003, and which
is not materially modified (as defined in
§ 1.61-22(j)(2)) after September 17, 2003,
only the cash surrender value of the con-
tract is considered to be property.

SECTION 3. INTERIM GUIDANCE
FOR DETERMINING FAIR MARKET
VALUE

.01 The Service and the Treasury recog-
nize that many taxpayers could have diffi-
culty determining the fair market value of
an insurance contract after the issuance of
the proposed regulations under §§ 79 and
83 and the clarification in the preamble to
the proposed regulations under § 402 that
Notice 89-25 should not be interpreted to
provide that a contract’s reserves (includ-
ing life insurance reserves (if any) com-
puted under § 807(d), together with any re-
serves for advance premiums, dividend ac-
cumulations, etc.) are always an accurate
representation of the contract’s fair mar-
ket value. Accordingly, in connection with
the proposed regulations, this revenue pro-
cedure provides interim rules under which
the cash value (without reduction for sur-
render charges) of a life insurance contract
distributed from a qualified plan may be
treated as the fair market value of that con-
tract. These interim rules also apply for
purposes of determining the value of insur-
ance contracts under §§ 79 and 83.

.02 Cash value (without reduction for
surrender charges) may be treated as the
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fair market value of a contract as of a de-
termination date provided such cash value
is at least as large as the aggregate of: (1)
the premiums paid from the date of issue
through the date of determination, plus
(2) any amounts credited (or otherwise
made available) to the policyholder with
respect to those premiums, including inter-
est, dividends, and similar income items
(whether under the contract or otherwise),
minus (3) reasonable mortality charges
and reasonable charges (other than mortal-
ity charges), but only if those charges are
actually charged on or before the date of
determination and are expected to be paid.

.03 In those cases where the contract is
a variable contract (as defined in § 817(d))
cash value (without reduction for surren-
der charges) may be treated as the fair mar-
ket value of the contract provided such
cash value is at least as large as the ag-
gregate of: (1) the premiums paid from
the date of issue through the date of de-
termination, plus (2) all adjustments made
with respect to those premiums during that
period (whether under the contract or oth-
erwise) that reflect investment return and
the current market value of segregated as-
set accounts, minus (3) reasonable mortal-
ity charges and reasonable charges (other
than mortality charges), but only if those
charges are actually charged on or before
the date of determination and are expected
to be paid.

.04 The date of determination in the
case of a distribution of a contract from a
qualified plan is the date of that distribu-
tion. The date of determination in the case
of the provision of permanent benefits sub-
ject to § 79 is the date those benefits are
provided. The date of determination in the
case of a transfer of an insurance contract
subject to § 83 is the date on which fair
market value must be determined under the
rules of § 83.

SECTION 4. EFFECTIVE DATE

This revenue procedure is effective on
February 13, 2004.

DRAFTING INFORMATION

The principal authors of this rev-
enue procedure are Robert Walsh and
Larry Isaacs of the Employee Plans, Tax
Exempt and Government Entities Divi-
sion. For further information regarding
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this revenue procedure as it pertains to
§ 402, please contact the Employee Plans’
taxpayer assistance telephone service at
1-877-829-5500 (a toll-free number) be-
tween the hours of 8:00 a.m. and 6:30
p.m. Eastern Time, Monday through Fri-
day. For further information regarding this
revenue procedure as it pertains to § 79,
please contact Betty Clary of the Office of
Division Counsel/Associate Chief Coun-
sel (Tax Exempt and Government Entities)
at (202) 622—-6080 (not a toll-free number).
For further information regarding this rev-
enue procedure as it pertains to § 83, please
contact Robert Misner of the Office of Di-
vision Counsel/Associate Chief Counsel
(Tax Exempt and Government Entities) at
(202) 622-6030 (not a toll-free number).
Mr. Walsh and Mr. Isaacs may be reached
at (202) 283-9888 (not a toll-free num-
ber).

26 CFR 601.105: Examination of returns and claims
for refund, credit, or abatement; determination of
correct tax liability.

(Also, Part I, § 911, 1.911-1.)

Rev. Proc. 2004-17

SECTION 1. PURPOSE

.01 This revenue procedure provides
information to any individual who failed
to meet the eligibility requirements of
§ 911(d)(1) of the Internal Revenue Code

because adverse conditions in a foreign
country precluded the individual from
meeting those requirements for taxable
year 2003.

.02 The Internal Revenue Service has
previously listed countries for which the
eligibility requirements of § 911(d)(1) of
the Code are waived under § 911(d)(4) be-
cause of adverse conditions in those coun-
tries on and after the date stated. See Rev.
Proc. 2003-26, 2003—-1 C.B. 666, Rev.
Proc. 2002-20,2002-1 C.B. 732, and Rev.
Proc. 2001-27, 2001-1 C.B. 1155. This
revenue procedure lists countries added to
the list in 2003, for which the eligibility re-
quirements of § 911(d)(1) are waived. Rev.
Proc. 2003-26, Rev. Proc. 2002-20, and
Rev. Proc. 2001-27 remain in full force
and effect.

SECTION 2. BACKGROUND

.01 Section 911(a) of the Code allows
a “qualified individual,” as defined in
§ 911(d)(1), to exclude foreign earned
income and housing cost amounts from
gross income. Section 911(c)(3) of the
Code allows a qualified individual to
deduct housing cost amounts from gross
income.

.02 Section 911(d)(1) of the Code de-
fines the term “qualified individual” as an
individual whose tax home is in a foreign
country and who is (A) a citizen of the
United States and establishes to the satis-
faction of the Secretary of the Treasury that

the individual has been a bona fide resident
of a foreign country or countries for an un-
interrupted period that includes an entire
taxable year, or (B) a citizen or resident of
the United States who, during any period
of 12 consecutive months, is present in a
foreign country or countries during at least
330 full days.

.03 Section 911(d)(4) of the Code pro-
vides an exception to the eligibility re-
quirements of § 911(d)(1). An individ-
ual will be treated as a qualified individ-
ual with respect to a period in which the
individual was a bona fide resident of, or
was present in, a foreign country if the in-
dividual left the country during a period
for which the Secretary of the Treasury, af-
ter consultation with the Secretary of State,
determines that individuals were required
to leave because of war, civil unrest, or
similar adverse conditions that precluded
the normal conduct of business. An in-
dividual must establish that but for those
conditions the individual could reasonably
have been expected to meet the eligibility
requirements.

.04 For 2003, the Secretary of the Trea-
sury in consultation with the Secretary of
State has determined that war, civil un-
rest, or similar adverse conditions that pre-
cluded the normal conduct of business ex-
isted in the following countries beginning
on the specified date:

Country

Burundi
Israel
Kuwait
Liberia
Saudi Arabia
Syria

Date of Departure

On or after

July 13, 2003
March 16, 2003
March 16, 2003
June 6, 2003
May 13, 2003
March 16, 2003

.05 Accordingly, for purposes of § 911
of the Code, an individual who left one
of the foregoing countries on or after the
specified departure date shall be treated as
a qualified individual with respect to the
period during which that individual was
present in, or was a bona fide resident of,
such foreign country, if the individual es-
tablishes a reasonable expectation of meet-
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ing the requirements of § 911(d) but for
those conditions.

.06 To qualify for relief under
§ 911(d)(4) of the Code, an individual
must have established residency, or have
been physically present, in the foreign
country on or prior to the date that the
Secretary of the Treasury determines that
individuals were required to leave the for-
eign country. Individuals who establish
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residency, or are first physically present, in
the foreign country after the date that the
Secretary prescribes shall not be treated as
qualified individuals under § 911(d)(4) of
the Code. For example, individuals who
are first physically present in Kuwait after
March 16, 2003, are not eligible to qualify
for the exception provided in § 911(d)(4)
of the Code for taxable year 2003.
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